Question 1

(a) Describe the different components that comprise audit risk.

4 marks
(a) Components of audit risk
Inherent risk 1 mark

e risk of material error arising regardless of related internal controls/risks associated
with the nature and characteristics of the business

Control risk 1 mark

e risk that internal controls fail to prevent or detect a material error

Detection risk 2 marks

risk that auditor’s substantive procedures will fail to detect a material error
detection risk is split into sampling/non-sampling risk

sampling risk is the risk that the sample is not representative of the population

non-sampling risk is the risk that all other work by auditor fails to detect a material
error

(b) Explain why the auditor needs to consider risk when conducting an audit.
4 marks

Enables auditor to plan audit effectively

Ensure audit attention is devoted to appropriate areas

The higher the risk, the greater the amount of assurance work required
Steps taken will affect the nature timing and extent of audit procedures

1 mark per point

(c) Identify, from the circumstances outlined above, the factors which indicate high
audit risk in respect of the audit of TraidInd Limited and, for each factor
identified, explain why it contributes to high audit risk.

(12 marks)

1 mark per point (but a why must be included)
1. New audit to your firm — not familiar with business

2. Fashion is a volatile/ seasonal business — vulnerable to stock obsolescence and
variation in cash flow
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10.
11.
12.

13.

14,
15.
16.

Company sells goods sourced from relatively small no of suppliers — vulnerable
supplies
Large number of cash transactions (sales/wages) - misappropriation
Company deals in foreign currency — vulnerable to fluctuations
Dominant/majority sharcholder MD - over dependence on MD — if unable to work
and no succession in place
Loss of expertise with retirement of mother as sales director — MD will be
overstretched .
Reliance on family loans — could be withdrawn? Not subject to formal agreement?
Company’s customer returns policy - customer returns could give rise to
misstated balances in accounts/ Inventory at > NRV or may be obsolete
Large bank borrowings: can they meet repayments?
Casual staff employed — can lead to loss of control
Risk of obsolete inventory as company may be stuck with last year’s trend
(difficult to determine inventory values)
Large chain of stores with issues of control and retail outlets vulnerable to fraud

a. Inventory control issue with respect to number of stores/Inventory lost in

transit or double counted
b. Risk of stock-outs/loss of supplier/large borrowings causing going concern
problems

¢. Risk of incomplete recording of sales

d. Risk of misappropriated cash
Exposure to foreign exchange risk resulting in misstated inventory/purchases
MD desire for profit may lead to manipulation of results
Casual staff resulting in misstated PAYE Iiabilities/ﬁnes/interes}_{misstated payroll
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